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PREFACE

This practice aid is one in a series devoted to the consulting services most often provided to a CPA’s
small business clients. Even though the same services may also be provided to large clients,
experience indicates that providing advice and assistance to small, closely held businesses often
involves different considerations. Small businesses frequently do not find it cost-effective to maintain
the breadth of financial and accounting expertise that is present at larger businesses. Hence, the
nature and depth of the practitioner’s gathering and analysis of information may differ according to
whether services are being provided to small or to large businesses. Most important, the plans,
finances, and desires of the small business owner may have a significant impact on the current and
future operations of a small business, and the practitioner must consider them.
Small Business Consulting Practice Aids do not purport to include everything a practitioner
needs to know or do to undertake a specific type of service. Furthermore, since engagement
circumstances differ, the practitioner’s professional judgment may cause him or her to conclude that
an approach described in a particular practice aid is inappropriate.
Although these practice aids often deal with aspects of consulting services knowledge in the
context of a consulting engagement, they are also intended to be useful to practitioners who provide
advice on the same subjects in the form of a consultation. Consulting services engagements and
consultations are defined in the Statement on Standards for Consulting Services (SSCS) issued by
the AICPA. The SSCS appears in appendix A of this practice aid.
For members employed in industry and government, Small Business Consulting Practice Aids
contain information that may be useful in providing internal advice and assistance to management.
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ASSISTING CLOSELY HELD BUSINESSES
TO PLAN FOR SUCCESSION

21/105 INTRODUCTION
.01
Management succession is a significant challenge for many business owners, but
because it is often neglected until a crisis erupts, succession decisions are often forced.
Owners who fail to deal with this issue in a forthright and timely manner can upset the
harmony of family and business relationships. Some owners fail to address the issue
because they are so immersed in operating the business that they neglect even such a vital
question as who will take over in the event of disability, retirement, or death. Sometimes
owners assume that a child or other relative will step right in, even if they have never
discussed this possibility with the individual concerned. Such an assumption may be
incorrect in view of the inclination of many to pursue a career outside the family business.
.02
In planning for succession, some owners may need to consider the interests of key
employees who, though not family members, have contributed to the success of the business
and expect a managerial role. Other owners may choose a successor but overlook training
him or her to operate the business effectively. To identify the optimum solution, owners
such as these often require the assistance of objective practitioners who may have prior
knowledge of the operations, family, and personnel involved.

21/110 SCOPE OF THIS PRACTICE AID
.01
This practice aid describes the issues practitioners need to consider and an
approach they may take to assist clients in planning for succession. It includes a checklist
of company and industry information that will help practitioners and their clients to select
the best succession solution. In addition, a case study illustrates several approaches to
succession planning.
.02
The succession alternatives described in this practice aid involve the continuation
of the business by family members or employees. It does not cover in detail other
alternatives such as sales, mergers, or acquisitions, which may be appropriate for certain
clients. Practitioners considering these alternatives will find guidance in MAS Technical
Consulting Practice Aid No. 8, Mergers, Acquisitions, and Sales.
.03
Because the tax and legal implications of succession may change rapidly and vary
greatly, practitioners need to investigate these matters and consult counsel as appropriate.

¶ 21/110.03
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♦
.04
To reach a decision about succession alternatives, the client may need a valuation
of the business. For information on this service, the practitioner can refer to MAS Small
Business Consulting Practice Aid No. 8, Valuation o f a Closely Held Business.

21/115 TYPICAL ENGAGEMENT SITUATIONS
.01
An opportunity for the practitioner to assist in or make recommendations in
developing a management succession plan may result from the following situations.
•

An owner plans to retire but has no successor.

•

A designated successor is no longer interested or available.

•

A designated successor needs further training to operate the business effectively.

•

An owner’s retirement plans have changed, creating a need for a new plan.

•

A designated successor lacks the financial resources required by the owner and
therefore a new plan is needed.

21/120 ENGAGEMENT UNDERSTANDING
.01
To reach an understanding, the practitioner and client first discuss several
considerations, such as the engagement’s scope and the client’s expectations. The
practitioner then outlines the understanding in an engagement letter.

Engagement Considerations
.02
Depending on the practitioner’s knowledge of the client’s business, the scope of the
work can range from one or more consultations to a formal engagement requiring
considerable research. The practitioner may be involved in the preliminary evaluation, in
the preparation of recommendations, and in the implementation of the plan. The
practitioner’s role is to assist the client throughout the entire process of choosing the
solution that best satisfies the client’s personal objectives and provides a means for
continuation of the enterprise. This assistance goes beyond fact-finding and planning. The
practitioner also acts as a facilitator in the transfer process.
.03
The extent and nature of the practitioner’s work often depend on the urgency of
the client’s need for service and on the availability and capability of the owner or
designated successor to assist. However, the client is involved as much as possible,
providing essential data and assumptions and, most important, deciding on the course of
action. Other consultants, such as a psychologist, appraiser, or engineer, may also be part
of the consulting team.

¶ 21/110.04
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♦
.04
In reaching an understanding with the client, the practitioner avoids guaranteeing
that the engagement will result in the successful transfer of the business (assuming there
is a transfer) and makes clear that the fee is not contingent on the outcome.
.05
In some instances, the practitioner is familiar with the client’s situation and can
immediately establish an understanding about the engagement. In many cases, however,
the practitioner needs to interview the client to determine if he or she is emotionally
prepared to adopt a succession plan. The practitioner also reviews financial statements and
tax returns to determine whether a succession plan is economically feasible.
.06
This basic client information can help the practitioner to focus quickly on the most
appropriate succession alternatives. The practitioner may learn, for example, that the
business’s form of ownership limits transfer possibilities. Similarly, the client’s financial
history and local economic and industry data may provide insight into the business’s
prospects for continuation.

The Engagement Letter
.07
After completing the preliminary interview, the practitioner establishes an
engagement understanding with the client and documents it in a letter. The letter describes
the client’s request for service, defines the objectives and potential benefits of the
engagement, outlines its scope and the approach that will be taken, and identifies the
practitioner’s and the client’s responsibilities. The letter also indicates the time frame, fees,
and billing method. Fees are often based on time spent. The practitioner who wishes to
base fees instead on the value of services rendered (value billing) first discusses this with
the client. A sample engagement letter is provided in exhibit 21C-1 of appendix 21/C.
.08
Often, the scope of the work changes as the engagement proceeds. The practitioner
needs to evaluate such changes to ensure that the necessary resources and staff are
available to complete the engagement. An addendum to the engagement letter documents
the additional work needed.

21/125 CONDUCTING THE ENGAGEMENT
.01
An engagement to assist in planning succession usually involves gathering facts,
developing a plan based on this information, and reporting the findings and
recommendations to the client. The practitioner also participates in implementing the plan.

Fact Finding
.02
During the fact-finding phase of the engagement, the practitioner builds on the
information obtained in the preliminary survey. Through interviews and the review of
company documents and data, the practitioner obtains additional information about the
goals of the owner, the owner’s family, key employees, and the business. In gathering this
¶ 21/125.02
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information, the practitioner considers the issues described in the remainder of this section.
The checklists in appendix 21/B may also help the practitioner to evaluate the client’s
situation.
.03
Company Information. Before interviewing client personnel the practitioner reviews
the following basic information:
•

Financial statements and tax returns

•

Documentation of the form of ownership

•

Company history

•

The owner’s goals and business plan

•

The backgrounds of key personnel

•

The backgrounds of family members (employees and nonemployees)

•

Any existing buy-sell agreement

•

Industry data and trends

.04
Owner Information.
following questions:

In a meeting with the owner, the practitioner asks the

•

Does the owner have any specific ideas about succession? If so, what are their
advantages and disadvantages?

•

How do co-owners or involved family members feel about these ideas?

•

Is there a strategic plan or a business plan?

•

Will the owner consider a sale to key employees or a third party, the creation of an
employee stock ownership plan (ESOP), a merger, or liquidation?

•

How does management feel about change, and what is the timetable for succession?
Can management manage the change?

.05
Family Information. If transfer of the business to a family member is possible, the
practitioner gathers information about succession candidates. The information includes
their current owner status and positions in the company organization, as well as other data
that will help in assessing their personal and financial qualifications. Exhibit 21B-1.2 of
appendix 21/B provides a checklist of additional information that may assist the
practitioner.

¶ 21/125.03
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.06
Key Employee Information. The practitioner interviews key employees to
determine their opinions regarding the current performance and future potential of the
company and their outlook on a potential sale or transfer and its impact on them. The
practitioner also asks the owner to identify possible successors among key employees and
assesses the capabilities of each. Exhibit 21B-1.3 provides a checklist of key employee
information.

Developing Alternatives for Succession
.07
After analyzing all the data, the practitioner considers the alternatives for
succession. The most common alternatives are—
•

A plan for family succession.

•

A sale to key employees.

•

The establishment of an ESOP (see exhibit 21B-1.4).

•

The installation of a new chief executive officer (CEO).

.08
No single alternative, however, is always appropriate. Alternatives involving family
members and key employees may allow for variations depending on the individuals
involved, and therefore each variation needs to be considered separately. The practitioner
discusses with the owner the advantages and disadvantages of each alternative in terms of
business growth, tax consequences, and owner, family, and employee goals. These goals are
often found to be in conflict.
.09
Two other alternatives may be viable: (1) a sale to or merger with an outsider and
(2) liquidation. These alternatives are outside the scope of this practice aid, but the
practitioner can use the questions provided in the checklists in exhibits 21B-1.5 and 21B-1.6
of appendix 21/B to consider them.
.10
To evaluate the more probable alternatives, the practitioner can use the "Succession
Alternative Evaluation Worksheet" found in exhibit 21B-2 of appendix 21/B. However, the
practitioner should be aware that emotional factors are as important as financial ones, and
that they need to be carefully considered when developing engagement recommendations.
.11
Planning for Family Succession. When younger family members are interested in
the business and the older generation strongly desires that the family continue to control
and operate it, the ideal course of action may be to plan for family succession. The
younger members, however, sometimes lack the experience and training needed to continue
the business successfully. If this situation exists, the owner and practitioner consider
installing a new CEO to provide the needed skills until the designated family member can
properly manage and control the business.

¶ 21/125.11

21/100-6

ASSISTING CLOSELY HELD BUSINESSES TO PLAN FOR SUCCESSION

.12
Even when these skills are present, such family dynamics as sibling rivalry may
create conflicts that interfere with running the business. For example, when several family
members are of the same age and ability, the selection of a successor may cause friction.
In such cases, professionals skilled in solving such conflicts may be needed. If no family
member is capable of running the business, hiring a new CEO can allow family ownership
to continue without direct family management.
.13
The most satisfactory method of transferring ownership to a designated family
member is to involve all family members in developing and implementing a definite plan.
The plan needs to specify whether the transfer is a sale, gift, or bequest. This is particularly
important when the owner wishes to exploit the transfer’s tax consequences or obtain
compensation from the successor. The plan also needs to define the time frame for the
transfer, the responsibilities of the parties involved, and the mechanics of the ownership
change (for example, legal filing or registration).
.14
Selling to Key Employees. Selling the business to employees who are not family
members is similar to selling it to members of the family, except that many of the
interpersonal problems unique to family relationships are absent. The employees need to
have the financial resources to acquire the business as well as management capabilities.
The arrangements for employees can vary according to the owner’s preferences and the
employees’ circumstances. The questions contained in the checklist in exhibit 21B-1.3 of
appendix 21/B will help the practitioner and client to determine whether a sale to key
employees is the preferable course of action.
.15
Establishing an Employee Stock Ownership Plan. The client can transfer the
ownership of a company by adopting an ESOP. Under this plan, the company each year
contributes a portion of earnings to the ESOP to enable it to buy a percentage of the
company stock. Although this alternative can bring about a change of ownership, the
longer time frame required may prove restrictive. In addition, succession in management
will need to be addressed.
.16
The practitioner needs to warn the client about the following pitfalls associated with
an ESOP:
•

The company’s assets and earning power are at risk for repayment of the ESOP
debt; default could place the company in bankruptcy.

•

Private companies must give their employees the right to sell their stock to the
company at its current market value. This could place a strain on a company with
aging employees who wish to sell their stock upon retirement.

•

An annual appraisal of the fair market value is required under the Tax Reform Act
of 1986.

.17
Installing a New Chief Executive Officer. For an owner who wishes to retain
ownership, an innovative approach to planning for succession may be to create a board of

¶ 21/125.12
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directors and install a new CEO to run the business while the owner keeps right of
ownership. This approach can be particularly useful if the owner believes that the value
of the business will significantly increase.

Communicating Findings and Recommendations
.18
An essential part of the succession engagement is communicating with the client.
During the engagement, the practitioner documents the facts gathered in the working
papers. The practitioner, however, may wish to keep confidential any conclusions about
the ability of individuals to run the business successfully. The findings may form the basis
of recommendations for action by the client or may simply serve to help the client reach
a decision. Although the practitioner may report orally on portions of the engagement, the
client needs to receive periodic written reports as the engagement proceeds as well as a
final report. The interim reports may be memorandums that both parties can use as
references.

Implementing the Succession Plan
.19
After the client decides on the method of succession, the practitioner and key
personnel develop a detailed succession plan with milestone dates. The practitioner plans
to assist in the implementation even if the client intends to manage the change. The
practitioner monitors the implementation schedule, acts as a liaison between the client and
other parties (including bankers, attorneys, investors, employees, and family members) and
may also conduct or direct any training called for in the plan.

¶ 21/125.19
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APPENDIX 21/A
STATEMENT ON STANDARDS
FOR CONSULTING SERVICES

CONSULTING SERVICES:
DEFINITIONS AND STANDARDS

Introduction
1. Consulting services that CPAs provide to their clients have evolved from advice on
accounting-related matters to a wide range of services involving diverse technical disciplines,
industry knowledge, and consulting skills. Most practitioners, including those who provide audit and
tax services, also provide business and management consulting services to their clients.
2. Consulting services differ fundamentally from the CPA’s function of attesting to the
assertions of other parties. In an attest service, the practitioner expresses a conclusion about the
reliability of a written assertion that is the responsibility of another party, the asserter. In a
consulting service, the practitioner develops the findings, conclusions, and recommendations
presented. The nature and scope of work is determined solely by the agreement between the
practitioner and the client. Generally, the work is performed only for the use and benefit of the
client.
3. Historically, CPA consulting services have been commonly referred to as management
consulting services, management advisory services, business advisory services, or management
services. A series of Statements on Standards for Management Advisory Services (SSMASs)
previously issued by the AICPA contained guidance on certain types of consulting services provided
by members. This Statement on Standards for Consulting Services (SSCS) supersedes the SSMASs
and provides standards of practice for a broader range of professional services, as described in
paragraph 5.
4. This SSCS and any subsequent SSCSs apply to any AICPA member holding out as a CPA
while providing Consulting Services as defined herein.

Definitions
5. Terms established for the purpose of the SSCSs are as follows:
Consulting Services Practitioner. Any AICPA member holding out as a CPA while engaged in
the performance of a consulting service for a client, or any other individual who is carrying out a
consulting service for a client on behalf of any Institute member or member’s firm holding out as
a CPA.

21/100-10

Consulting Process. The analytical approach and process applied in a consulting service. It
typically involves some combination of activities relating to determination of client objectives, fact
finding, definition of the problems or opportunities, evaluation of alternatives, formulation of
proposed action, communication of results, implementation, and follow-up.
Consulting Services. Professional services that employ the practitioner’s technical skills,
education, observations, experiences, and knowledge of the consulting process.1 Consulting
Services may include one or more of the following:
a. Consultations, in which the practitioner’s function is to provide counsel in a short time frame,
based mostly, if not entirely, on existing personal knowledge about the client, the circumstances,
the technical matters involved, client representations, and the mutual intent of the parties.
Examples of consultations are reviewing and commenting on a client-prepared business plan and
suggesting computer software for further client investigation.
b. Advisory services, in which the practitioner’s function is to develop findings, conclusions, and
recommendations for client consideration and decision making. Examples of advisory services are
an operational review and improvement study, analysis of an accounting system, assistance with
strategic planning, and definition of requirements for an information system.
c. Implementation services, in which the practitioner’s function is to put an action plan into effect.
Client personnel and resources may be pooled with the practitioner’s to accomplish the
implementation objectives. The practitioner is responsible to the client for the conduct and
management of engagement activities. Examples of implementation services are providing
computer system installation and support, executing steps to improve productivity, and assisting
with the merger of organizations.
d. Transaction services, in which the practitioner’s function is to provide services related to a
specific client transaction, generally with a third party. Examples of transaction services are
insolvency services, valuation services, preparation of information for obtaining financing, analysis
of a potential merger or acquisition, and litigation services.
e. Staff and other support services, in which the practitioner’s function is to provide appropriate
staff and possibly other support to perform tasks specified by the client. The staff provided will
be directed by the client as circumstances require. Examples of staff and other support services

1 The definition of Consulting Services excludes the following:
a.

Services subject to other AICPA Technical Standards such as Statements on Auditing Standards (SASs), Statements on Standards
for Attestation Engagements (SSAEs), or Statements on Standards for Accounting and Review Services (SSARSs). (These
excluded services may be performed in conjunction with consulting services, but only the consulting services are subject to the
SSCS.)

b.

Engagements specifically to perform tax return preparation, tax planning/advice, tax representation, personal financial planning
or bookkeeping services; or situations involving the preparation of written reports or the provision of oral advice on the
application of accounting principles to specified transactions or events, either completed or proposed, and the reporting thereof.

c.

Recommendations and comments prepared during the same engagement as a direct result of observations made while
performing the excluded services.

21/100-11

are data processing facilities management, computer programming, bankruptcy trusteeship, and
controllership activities.
f . Product services, in which the practitioner’s function is to provide the client with a product and
associated professional services in support of the installation, use, or maintenance of the product.
Examples of product services are the sale and delivery of packaged training programs, the sale and
implementation of computer software, and the sale and installation of systems development
methodologies.

Standards for Consulting Services
6. The general standards of the profession are contained in rule 201 of the AICPA Code of
Professional Conduct (AICPA, Professional Standards, vol.2, ET sec. 201.01) and apply to all
services performed by members. They are as follows:
Professional competence. Undertake only those professional services that the member or the
member’s firm can reasonably expect to be completed with professional competence.
Due professional care. Exercise due professional care in the performance of professional
services.
Planning and supervision. Adequately plan and supervise the performance of professional
services.
Sufficient relevant data. Obtain sufficient relevant data to afford a reasonable basis for
conclusions or recommendations in relation to any professional services performed.
7. The following additional general standards for all Consulting Services are promulgated to
address the distinctive nature of consulting services in which the understanding with the client may
establish valid limitations on the practitioner’s performance of services. These Standards are
established under rule 202 of the AICPA Code of Professional Conduct (AICPA, Professional
Standards, vol.2, ET sec. 202.01).
Client interest. Serve the client interest by seeking to accomplish the objectives established by
the understanding with the client while maintaining integrity and objectivity.2

2 Article III of the Code of Professional Conduct describes integrity as follows:
"Integrity requires a member to be, among other things, honest and candid within the constraints of client confidentiality.
Service and the public trust should not be subordinated to personal gain and advantage. Integrity can accommodate the
inadvertent error and the honest difference of opinion; it cannot accommodate deceit or subordination of principle."
Article IV of the Code of Professional Conduct differentiates between objectivity and independence as follows:
"Objectivity is a state of mind, a quality that lends value to a member’s services. It is a distinguishing feature of the
profession. The principle of objectivity imposes the obligation to be impartial, intellectually honest, and free of conflicts
of interest. Independence precludes relationships that may appear to impair a member’s objectivity in rendering
attestation services."
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Understanding with client. Establish with the client a written or oral understanding about the
responsibilities of the parties and the nature, scope, and limitations of services to be performed,
and modify the understanding if circumstances require a significant change during the engagement.
Communication with client. Inform the client of (a) conflicts of interest that may occur
pursuant to interpretations of rule 102 of the Code of Professional Conduct3, (b) significant
reservations concerning the scope or benefits of the engagement, and (c) significant engagement
findings or events.
8.
Professional judgment must be used in applying Statements on Standards for Consulting
Services in a specific instance since the oral or written understanding with the client may establish
constraints within which services are to be provided. For example, the understanding with the
client may limit the practitioner’s effort with regard to gathering relevant data. The practitioner
is not required to decline or withdraw from a consulting engagement when the agreed-upon scope
of services includes such limitations.

Consulting Services for Attest Clients
9.
The performance of consulting services for an attest client does not, in and of itself, impair
independence4. However, members and their firms performing attest services for a client should
comply with applicable independence standards, rules and regulations issued by the AICPA, the
state boards of accountancy, state CPA societies, and other regulatory agencies.

Effective Date
10.
This Statement is effective for engagements accepted on or after January 1, 1992. Early
application of the provisions of this Statement is permissible.

3 Rule 102-2 on Conflicts of Interest states, in part, the following:
"A conflict of interest may occur if a member performs a professional service for a client or employer and the member
or his or her firm has a significant relationship with another person, entity, product, or service that could be viewed as
impairing the member’s objectivity. If this significant relationship is disclosed to and consent is obtained from such client,
employer, or other appropriate parties, the rule shall not operate to prohibit the performance of the professional service

4 AICPA independence standards relate only to the performance of attestation services; objectivity standards apply to all services. See
footnote 2.
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APPENDIX 21/B
ILLUSTRATIVE FORMS
Exhibit 21B-1.1

A Checklist of Company and Industry Information

Company Description
What are the company’s products and services?
How, when, and where are the products made and the services rendered?
What information is available for assessing the company’s position in the industry?
Are marketing studies available?
What is the number of employees?

Management Information
What is the organizational structure of the business?
Is a management information system in place?

Financial Information
What are the company’s sources and amounts of capital?
What are the annual gross sales of the company?
What is the value of the business?
Are financial statements for the current and previous years available?
Have forecasts and projections been developed?
Are comparative industry statistics available?
What documents describe the pension or profit-sharing plans?

21/100-14

Are copies of loan agreements and related covenants available?
What pertinent written agreements of any other type, including union contracts, are available?

Personnel Policies
How are key employees and family members compensated?
How frequently are reviews conducted?
Are performance evaluations of key employees and family members available?
Are there existing employee contracts?

21/100-15

Exhibit 21B-1.2

A Checklist of Family Information

Who are the family members currently involved in operating the business?
What are their job descriptions?
How are they compensated?
Which family members are not involved in operating the business? What businesses are they in?
What business and educational experience do they have?
Do any family members who are not involved in operating the business have an ownership interest
in the business?
What are the relationships of the people who are going to stay in the business?
Are any family members in the business qualified to be president or managers? What is the basis
for the determination?
Can the family member who is selling the business retire when and in the manner desired if family
succession is chosen rather than outside sale?
Have any promises to or agreements with family members and key employees been made?
Will key employees stay if the business passes to a family member?
What current or potential conflicts exist between family members?
Is the family willing to openly discuss the options available?
What are the withdrawing members’ plans for involvement with the business after the transfer of
ownership?
Are all family members willing to sell their interests?
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Exhibit 21B-1.3
A Checklist of Key Employee Information

Who are the key employees within the organization?
Which key employees will stay if the business is sold to outsiders?
In the owner’s opinion, which key employees have the expertise to run the business?
Are any key employees interested in owning the business?
What are the advantages of selling to key employees over selling to or merging with an outside
party?
What are the disadvantages of selling to a specific employee or group of employees? (Consider
each employee or group separately.)
Do the employees have the resources to buy the business or arrange a deal to buy? (Consider each
employee or group separately.)
What current or potential conflicts exist between key employees?
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Exhibit 21B-1.4

A Checklist of ESOP Information

Are the company’s assets and current income sufficient to repay ESOP debt?
Can the company afford to purchase stock from employees at current market value in the short
and long term?
Are the buyers and sellers aware of the administration and general business problems associated
with ESOPs?
Will the employees support an ESOP plan?
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Exhibit 21B-1.5

A Checklist of Outside Sale or Merger Information

Does the client need assistance in locating an outside party?
What is the value of the business?
Is the business salable?
Is it a viable merger candidate?
Does the client know any potential buyers or merger candidates?
What is the profile of the ideal buyer or merger candidate?
What steps can be taken to make the client’s business a more attractive candidate for purchase or
merger?
Does a formal offering memorandum need to be developed?
Has the method used to value the company been reviewed?
What terms for the purchase or merger is the outside party proposing?
What security is offered by the purchasers?
Have the tax consequences of the sale or merger to the outside party and the client been
considered?
What are the products or services of the outside party?
Are the outside party’s products or services compatible with those of the client?
Are the financial statements of the outside party available?
What is the business plan of the outside party?
What are the references of the outside party?
What is the history of the outside party?
What are the personnel policies of the outside party?
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Are there any golden-parachute or tin-parachute provisions for current employees?
What plans does the outside party have for current employees of the business?
What are the strengths of the two companies combined?
What is the analysis of the stock of the merged company?
What are the liquidity and value of the stock or other securities received in a merger?
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Exhibit 21B-1.6

A Checklist of Liquidation Information

Have the assets and liabilities of the business been valued on a liquidation basis?
What are the costs of outplacement for employees?
Do the leases have value? If not, what is the termination expense?
In the event of liquidation, what would be the impact of any contingent liabilities?
Is partial liquidation or divestiture an alternative?
What are the tax effects of liquidation?
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Exhibit 21B-2

Succession Alternative Evaluation Worksheet

Instructions
The key to effective use of this succession alternative worksheet is to develop appropriate selection
factors and assign them proper weights. This procedure provides flexibility because the factors can
be few or many. The client, assisted by the practitioner, establishes the major factors that will
influence the selection of the succession alternative. In the "Sample Succession Alternative
Evaluation Worksheet" management selected four major factors:
1.

Owner’s personal preference

2.

Family preference

3.

Employee satisfaction

4.

Best tax result

Management then ranked each factor in order of importance and assigned it a weight, from four
points to one point, as shown in column B of the sample worksheet.
Using objective and documented analysis, the practitioner evaluates and rates each
succession alternative on a scale of one to ten points (with ten being the highest rating possible)
for each of the major factors. In the sample worksheet, the point ratings are on the left side of
each alternative factor block (columns C through H). For example, the practitioner gave the family
succession alternative a rating of nine points because it was the owner’s preferred alternative (see
block C1). However, this alternative was the one least preferred by the family and employees.
Consequently, the practitioner rated it one for these selection factors (see blocks C2 and C3).
Each point rating is multiplied by the weight in column B to produce the scores, shown on
the right side of each factor block (columns C through H). The points in each column are added
up, and the higher scores usually indicate the preferred alternatives.
Scores resulting from this evaluation technique provide only approximate comparative
values. The practitioner reviews the results of the evaluation with management, who makes the
final decision.
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Sample Succession Alternative Evaluation Worksheet
A

B

C

D

E

F

G

H
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A PPEN D IX 21/C

CASE STUDY: DEVELOPMENT OF A SUCCESSION PLAN
FOR JOHNSON MANUFACTURING COMPANY, INC.

Background
At 55 years of age, Sam Johnson, president of Johnson Manufacturing Co., Inc. (JMC), wanted to
retire from the stick-horse manufacturing company that he had founded and developed steadily
over the years. Johnson’s brother recommended that he contact John Goode, of CPA and
Company, who was experienced in assisting clients in planning for ownership transfers. In May
19XX, Johnson and Goode met to discuss concerns that Johnson had regarding succession.
Johnson asked Goode to consider a succession planning assignment.
To assess JMC as a potential client, Goode contacted local businesses and learned that they
considered JMC an excellent client and business. H e also learned that the company was well
managed, had a good reputation in the industry and the community, and had a respect for
professional advice. In addition, JMC’s record with the Better Business Bureau, the Credit Bureau,
and Dun & Bradstreet was excellent.
Based on this information, Goode accepted the engagement and sent Johnson a letter to
confirm the engagement understanding (see exhibit 21C-1).
After receiving the signed engagement letter, Goode developed a program to guide his work
on the assignment. H e met with Johnson to gather the general information needed to understand
the business and the personal relationships of its majority owner. The three scenarios in the
following pages illustrate the three possible courses of action Johnson could take in transferring
ownership of the firm. The plan for succession differs in each because the information about
Johnson’s children and other key JMC employees is altered for illustrative purposes.

Scenario One: Transfer of Ownership
to a Family Member
During the fact-finding phase of the engagement, Goode develops the following profiles of JMC’s
key personnel.
President—Sam Johnson, Sr. Johnson owns 80 percent of JMC. Financially independent, he does not
need his salary to live. His son and daughter are involved in the business. Johnson places a high
value on the business. H e wants a guarantee on the payout, and he expects to be paid for the
outstanding future that he believes the firm has.
Vice President—Sam Johnson, Jr. Sam Jr. owns 15 percent of the stock and is also the company’s
chief operating officer. Young Sam, who has a college degree in business, has been with the
company for ten years—all of his adult life. During this time, he has been involved in all facets of
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operations and has helped to build the business. Sam Jr. is concerned about receiving payment for
the value he has contributed to the business and for the value he would be adding. H e is also
concerned that the sale price and payout that his father wants will strap the business and will be
economically unfair to him and to his sister, Lucy.
Treasurer—Elmer Payton. Payton handles the controllership function of the company. H e has been
involved in all facets of the operation and has extensive knowledge of the business.
General Foreman— Warren Stock. Stock is in charge of overall production. H e is approximately the
same age as Sam Jr. and has a degree in engineering. H e works very diligently.
Secretary—Lucy Johnson. Sam’s daughter, Lucy, owns 5 percent of the stock. Currently, she works
in the accounting department but she has assisted in all facets of the business. Lucy would be
content to be an employee of the business, but her father wants to be fair and include her in its
affairs. Sam Jr. seems unconcerned about his sister’s involvement, but he is anxious about whether
or not he will have control of the business when his father retires. Lucy wants to take an
administrative role and to assist in the continued success of the business and earn her keep. Her
father fears, however, that if she is promoted dissension may develop, thereby harming the business
and endangering his payment.

Analysis
Goode evaluates this information in light of the owner’s objectives and concludes that succession
by Johnson’s children is the most viable option. Goode reasons that the children’s experience in
the operations of the business, their interest in it, their father’s goal to keep it in the family, and
his financial backing make family succession the best approach. After telling this to Johnson,
Goode meets with the two children to gather additional information about their capabilities and
interest in JMC.
Goode’s further evaluation of Sam Jr. and Lucy convinces him to recommend family
succession. His discussions with them assure him of their capabilities. Sam Jr. has helped build
the business and has a good working knowledge of the industry, and Lucy has been involved in
business operations all her adult life. H e finds further support for this conclusion in the likelihood
that key employees will not leave after Sam Sr.’s retirement.

Outcome
To develop a plan of succession, Goode proposes that CPA and Company, in a separate
engagement, first prepare a valuation of JMC as well as projected financial statements for the next
five years, a financial and estate plan, and job descriptions for key employees after Johnson’s
retirement.
With input from the Johnson family and key employees, Goode develops a five-year plan
to facilitate the business succession. During these five years, the father’s stock will be given to the
son and daughter, using the tax-free permits of the Internal Revenue Service Gifts Tax Law. The
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son and daughter will attend management development classes to prepare them for their roles in
the company. The plan includes details of the new organization and job descriptions.
Sam Sr. agrees to withdraw gradually from operations over five years. At the end of the
fifth year, he will complete a sale of the business according to the formula described in the five-year
plan. The plan calls for the father to finance a part of the sale and for local banks to finance the
balance. Goode selects this approach because he knows that in considering loan requests banks
generally favor this type of family succession as long as the company will not be overloaded with
debt after the buyout.
A summary of the agreement regarding sale price and the terms of repayment is drawn up
and signed by family members. Goode and the family meet with other senior management people
to discuss the results of the negotiations and to review and ratify the job descriptions.
The practitioner documents all points of the negotiation process and their results, including
memorandums of meetings in the workpapers. All information used to evaluate possible successors
and to determine value are added to the workpapers.

Scenario Two: Sale to Key Employees
The background of the second scenario is the same as that of the first. Some information about key
personnel is changed, however, to illustrate how the practitioner may reach a different conclusion.
In this scenario, Johnson’s children do not want to own or manage the business, but other key
personnel do.
Vice President—Sam Johnson Jr. Sam Jr. owns 15 percent of the stock. H e is the company’s chief
operating officer but in name only, since his father makes all important decisions. His father’s
reluctance to delegate responsibility to him has been a cause of frustration. H e has a college
degree in business. H e teaches college part-time and has established a successful part-time business
in a related field but lacks the funds to expand it. Sam Jr. has worked hard and has significantly
contributed to the business. H e believes that if he leaves to pursue other opportunities, he will not
receive compensation commensurate with his contribution and his father may not retire or plan for
succession. In addition, he fears that Sam Sr. will never truly withdraw from the business, even after
official retirement. Sam Jr. does not get along with the treasurer and company managers.
Treasurer—Elmer Payton. Payton handles the controllership function of the company. H e has been
involved in all facets of operations and has extensive knowledge of the business.
General Foreman— Warren Stock. Stock is in charge of overall production. H e is approximately the
same age as Sam Jr. and has an engineering degree. Stock works very hard. Sam Sr. has
consistently vetoed his proposals to produce other products that are similarly manufactured. He,
too, would like an ownership and senior management position in the company.
Secretary—Lucy Johnson. Sam’s daughter, Lucy, owns 5 percent of the stock. Currently working in
the accounting department, she has assisted in all facets of the business.
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Analysis
After evaluating this information in light of Sam Sr.’s objectives, Goode concludes that a sale to
key employees is the most viable option. The treasurer and general foreman are highly
experienced, are prepared to run the business effectively, and have the required financial resources.
After telling this to Johnson, Goode arranges a meeting with the two key employees to
gather additional information about their capabilities and interest in JMC. Goode’s further
evaluation of family members and key employees leads him to recommend that the key employees
purchase the business. The recommendation is supported by Sam Jr.’s desire to start his own
business and Lucy’s preference to become an employee.
Sam Sr. offers his own funds to expand Sam Jr.’s part-time business. Sam Jr. is pleased
with this offer because it increases his chance to succeed on his own. Sam Sr. also agrees to
provide financially for his daughter.

Outcome
To develop a detailed succession plan, Goode proposes that CPA and Company, in a separate
engagement, first prepare a valuation of JMC as well as projected financial statements for the next
five-year period, a financial and estate plan, and terms for the sale of the business to the key
employees.
Goode develops a stock purchase agreement with key employees to facilitate the business
succession. Under the agreement, the business ownership would be transferred in three years,
when Johnson is ready to retire. This will also give the employees more time to obtain additional
financing. The key employees should attend management development classes to prepare them
for their roles in managing the business.
As in the first scenario, the practitioner documents all information in the workpapers.

Scenario Three: Creation of an ESOP
The background of the third scenario is the same as that of the first and second scenarios. Some
information about the key employees is changed for illustrative purposes. As in the second scenario,
Johnson’s children do not want to own and manage their father’s business, but the two other key
employees want to continue managing the company. However, in this scenario, the two employees
lack the financial resources to purchase the company.
Treasurer—Elmer Payton. Payton handles the controllership function of the company. H e has been
involved in all facets of the operation and has extensive knowledge of the business. Payton wants
greater authority to make key decisions on his own. His financial resources are moderate.
General Foreman— Warren Stock. Stock is in charge of overall production. H e is approximately the
same age as Sam Jr. and has a degree in engineering. Stock works very diligently at his job and
wants to continue with the company. H e would like to purchase stock in the company.
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Secretary—Lucy Johnson. Sam’s daughter owns 5 percent of the stock. She has assisted in all facets
of the business and is currently in the drafting department. Although Lucy would be content to
be an employee of the business, her father wants to be fair and include her in the affairs of the
business. However, Lucy would prefer not to have the responsibility of running the company.

Analysis
Goode evaluates this information in light of Sam Johnson, Sr.’s objectives and concludes that
succession by employees through an ESOP is the most viable option. His main reasons for
choosing an ESOP are the experience of the two key employees in the operations of the business,
their interest in it, their limited financial resources, the bank’s willingness to assist in the repurchase
of shares, and the growth and strong financial performance of the business. After telling this to
Johnson, Goode meets with the two key employees to gather additional information about their
capabilities and interest in JMC.
Sam Sr. offers Sam Jr. the funds to expand his part-time business. Sam Jr. is pleased with
this offer because it increases his chance to succeed on his own. Sam Sr. also agrees to provide
financially for Lucy.
After reviewing the key employees and other support people, Goode recommends the
establishment of an ESOP. H e decides against a family succession plan because Sam Jr. wishes
to pursue his own business and Lucy does not want to be involved in the existing business
operations. The ESOP seems viable because the company has a strong balance sheet, good
earnings, and the ability to repay any financing required to buy the family shares.

Outcome
To develop a plan of succession, Goode proposes that CPA and Company, in a separate
engagement, first prepare a valuation of JMC as well as projected financial statements for the next
five years, a financial and estate plan, and job descriptions for key employees after Johnson’s
departure.
Goode develops a three-year plan to facilitate the business succession plan and attract
financing from the local bank. The family’s stock is sold to the ESOP. The key employees attend
management development classes to prepare them for their roles in managing the company.
Several banks agree to finance the ESOP because the company is not expected to be
overloaded with debt after the repurchase of shares. The key employees sign a summary of the
agreement concerning the fair market value of the shares to the ESOP and the terms of repayment
to the bank. Goode, Johnson, and the key employees meet with the other top management people
to discuss the results of the negotiations and to review and ratify the job descriptions.
As in the first and second scenarios, the practitioner documents all information in the
workpapers.
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Exhibit 21C-1

Illustrative Engagement Letter

CPA and Company
200 Main Street
Anytown, USA 00000

May 7, 19XX

Mr. Sam Johnson, Sr.
Johnson Manufacturing Company, Inc.
P.O. Box 111
Anytown, USA 00000

Dear Mr. Johnson:
This letter confirms our understanding of the services we will perform for Johnson Manufacturing
Company, Inc. (JMC). The objective of our engagement is to assist you with a plan for succession.
We will discuss separately an engagement to determine the value of your business. During the
engagement, we will—
1.

Gather background information on the company.

2.

Interview you to understand your goals and objectives.

3.

Interview potential successors.

4.

Interview key management employees.

5.

Analyze alternative succession plans to determine their advantages and disadvantages.

6.

Assist in implementing the succession plan.

The outcome of the engagement will be a plan to facilitate an orderly transfer of ownership
and management of the company and help you obtain a reasonable sales price to assist your
financial independence in retirement. We will also provide recommendations to minimize your
estate tax. JMC agrees to cooperate and provide information and documents requested by our
personnel.
Stan Adams and Nancy Jones of CPA and Company will assist me in interviewing, gathering
facts, and writing reports. It is our understanding that you will be our liaison in the project. We
expect the project to take between eight and twelve weeks from start to implementation.
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CPA and Company will use its best efforts and professional judgment in conducting the
engagement; however, we are unable to guarantee any specific results as a result of the engagement
recommendations.
The fees for these services will be based on the value of the services rendered. In addition,
we will bill for out-of-pocket costs. We will bill monthly. Invoices are due upon presentation. Fees
more than thirty days past due will incur a service fee of 1-1/2 percent per month on the unpaid
balance. Any costs incurred in the collection of our fees will be reimbursed by Johnson
Manufacturing Company, Inc.
If this letter defines your understanding of the engagement, please sign and date it and
return one copy to us, along with a retainer of $2,000 to be applied against the first bill.

Sincerely,

John Goode, CPA
CPA and Company

Accepted by Johnson Manufacturing Company:

Sam Johnson, Sr., President

D ate
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The following periodicals frequently include articles about succession planning:
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Family Business Publishing Company, Inc.
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READER’S RESPONSES TO ASSISTING CLOSELY HELD BUSINESSES TO PLAN FOR
SUCCESSION
Your assessment of this practice aid will help to ensure that future publications of the Manage
ment Consulting Services Division will be valuable to practitioners. Please photocopy this
questionnaire and complete and mail or fax it to Editor/Coordinator, Management Consulting
Services Division, AICPA, 1211 Avenue of the Americas, New York, New York, 10036-8775,
facsimile number (212) 575-3846.
Thank you for your assistance.

1.
How familiar were you with this subject before you read this practice aid?
0
4
5
2
3
My area of expertise
Unfamiliar
Somewhat familiar

2.
How useful is the practice aid to your practice?
0
1
2
3
Not useful at all
3.

Is this practice aid sufficiently detailed?

Yes

4
5
Extremely useful
N o ____

If no, please explain_______________________

4.
Is there additional information that you think should have been included in this practice
aid? Y e s____ No ____
If yes, please explain________________________________________________________________

5.
Do you think that an advanced level practice aid on this subject should be available?
Y e s____
No ____
6.
Are you a member of the AICPA’s Management Consulting Services Division?
Y e s____
No ____
If no, how did you learn about the availability of this practice a id ? ______________________

7.

What other subjects would you like to see covered in Consulting Services Practice Aids?

Additional comments and suggestions

Name and Address (Optional)

CONSULTING SERVICES PRACTICE AIDS

Title

Product Number

Small Business Consulting Practice Aids Series
Assisting Small Business Clients in Obtaining Funds
Identifying Client Problems: A Diagnostic Review Technique
Assisting Clients in Maximizing Profits: A Diagnostic Approach
Effective Inventory Management for Small Manufacturing Clients
Assisting Clients in Determining Pricing for Manufactured Products
Business Planning
Personal Financial Planning: The Team Approach
Valuation o f a Closely Held Business
Diagnosing Management Information Problems
Developing a Budget
Cash Management
Evaluating and Starting a New Business
Assessing Franchise Opportunities
Assisting Professional Clients in Pricing Services Using Budgeting Techniques
Developing Management Incentive Programs
Improving Organizational Structure
Developing and Improving Clients’ Recruitment, Selection,
and Orientation Programs
Assisting Closely Held Businesses to Plan for Succession

055018
055253
055268
055272
055287
055291
055304
055319
055323
055338
055342
055357
055361
055376
055377
055378
055133
055134

Technical Consulting Practice Aids Series
EDP Engagement: Systems Planning and General Design
Financial Ratio Analysis
EDP Engagement: Software Package Evaluation and Selection
EDP Engagement: Assisting Clients in Software Contract Negotiations
Assisting Clients in the Selection and Implementation
o f Dedicated Word Processing Systems
Litigation Services
Mergers, Acquisitions, and Sales
Improving Productivity Through Work Measurement: A Cooperative Approach
EDP Engagement: Implementation o f Data Processing Systems
Using Mainframes or Minicomputers
Conversion to a Microcomputer-Based Accounting System
Assisting Clients in Developing an Employee Handbook
Microcomputer Security
Microcomputer Training
Disaster Recovery Planning

055022
055041
055056
055060
055075
055080
055094
055107
055111
055126
055127
055128
055129
055130

Practice Administration Aids Series

Developing an M AS Engagement Control Program
Cooperative Engagements and Referrals
Written Communication o f Results in M AS Engagements
Starting and Developing an M AS Practice
Communicating With Clients About M AS Engagement Understandings
Human Resources Planning and Management for an M AS Practice

055802
055906
055910
055925
055930
055131

Industry Consulting Practice Aids Series
Restaurants and Food-Service Establishments

055132

To obtain any of these practice aids, call the AICPA Order Department: 1-800-334-6961 (USA)
1-800-248-0445 (NY).

0 55134

